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Specific risk means the risk of loss on
a position that could result from fac-
tors other than broad market move-
ments and includes event risk, default
risk, and idiosyncratic risk.

Structural position in a foreign cur-
rency means a position that is not a
trading position and that is:

(1) Subordinated debt, equity, or mi-
nority interest in a consolidated sub-
sidiary that is denominated in a for-
eign currency;

(2) Capital assigned to foreign
branches that is denominated in a for-
eign currency;

(3) A position related to an uncon-
solidated subsidiary or another item
that is denominated in a foreign cur-
rency and that is deducted from the na-
tional bank’s or Federal savings asso-
ciation’s tier 1 or tier 2 capital; or

(4) A position designed to hedge a na-
tional bank’s or Federal savings asso-
ciation’s capital ratios or earnings
against the effect on paragraphs (1), (2),
or (3) of this definition of adverse ex-
change rate movements.

Term repo-style transaction means a
repo-style transaction that has an
original maturity in excess of one busi-
ness day.

Trading position means a position
that is held by the national bank or
Federal savings association for the pur-
pose of short-term resale or with the
intent of benefiting from actual or ex-
pected short-term price movements, or
to lock in arbitrage profits.

Two-way market means a market
where there are independent bona fide
offers to buy and sell so that a price
reasonably related to the last sales
price or current bona fide competitive
bid and offer quotations can be deter-
mined within one day and settled at
that price within a relatively short
time frame conforming to trade cus-
tom.

Value-at-Risk (VaR) means the esti-
mate of the maximum amount that the
value of one or more positions could
decline due to market price or rate
movements during a fixed holding pe-
riod within a stated confidence inter-
val.
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§3.203 Requirements for application
of this subpart F.

(a) Trading positions—(1) Identification
of trading positions. A national bank or
Federal savings association must have
clearly defined policies and procedures
for determining which of its trading as-
sets and trading liabilities are trading
positions and which of its trading posi-
tions are correlation trading positions.
These policies and procedures must
take into account:

(i) The extent to which a position, or
a hedge of its material risks, can be
marked-to-market daily by reference
to a two-way market; and

(ii) Possible impairments to the li-
quidity of a position or its hedge.

(2) Trading and hedging strategies. A
national bank or Federal savings asso-
ciation must have clearly defined trad-
ing and hedging strategies for its trad-
ing positions that are approved by sen-
ior management of the national bank
or Federal savings association.

(i) The trading strategy must articu-
late the expected holding period of, and
the market risk associated with, each
portfolio of trading positions.

(ii) The hedging strategy must ar-
ticulate for each portfolio of trading
positions the level of market risk the
national bank or Federal savings asso-
ciation is willing to accept and must
detail the instruments, techniques, and
strategies the national bank or Federal
savings association will use to hedge
the risk of the portfolio.

(b) Management of covered positions—
(1) Active management. A national bank
or Federal savings association must
have clearly defined policies and proce-
dures for actively managing all covered
positions. At a minimum, these poli-
cies and procedures must require:

(i) Marking positions to market or to
model on a daily basis;

(ii) Daily assessment of the national
bank’s or Federal savings association’s
ability to hedge position and portfolio
risks, and of the extent of market 1li-
quidity;

(iii) Establishment and daily moni-
toring of limits on positions by a risk
control unit independent of the trading
business unit;

(iv) Daily monitoring by senior man-
agement of information described in
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paragraphs (b)(1)(i) through (b)(1)(iii) of
this section;

(v) At least annual reassessment of
established limits on positions by sen-
ior management; and

(vi) At least annual assessments by
qualified personnel of the quality of
market inputs to the valuation proc-
ess, the soundness of key assumptions,
the reliability of parameter estimation
in pricing models, and the stability and
accuracy of model calibration under al-
ternative market scenarios.

(2) Valuation of covered positions. The
national bank or Federal savings asso-
ciation must have a process for prudent
valuation of its covered positions that
includes policies and procedures on the
valuation of positions, marking posi-
tions to market or to model, inde-
pendent price verification, and valu-
ation adjustments or reserves. The
valuation process must consider, as ap-
propriate, unearned credit spreads,
close-out costs, early termination
costs, investing and funding costs, li-
quidity, and model risk.

(¢c) Requirements for internal models. (1)
A national bank or Federal savings as-
sociation must obtain the prior written
approval of the OCC before using any
internal model to calculate its risk-
based capital requirement under this
subpart.

(2) A national bank or Federal sav-
ings association must meet all of the
requirements of this section on an on-
going basis. The national bank or Fed-
eral savings association must promptly
notify the OCC when:

(i) The national bank or Federal sav-
ings association plans to extend the
use of a model that the OCC has ap-
proved under this subpart to an addi-
tional business line or product type;

(ii) The national bank or Federal sav-
ings association makes any change to
an internal model approved by the OCC
under this subpart that would result in
a material change in the national
bank’s or Federal savings association’s
risk-weighted asset amount for a port-
folio of covered positions; or

(iii) The national bank or Federal
savings association makes any mate-
rial change to its modeling assump-
tions.

(3) The OCC may rescind its approval
of the use of any internal model (in
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whole or in part) or of the determina-
tion of the approach under
§3.209(a)(2)(ii) for a national bank’s or
Federal savings association’s modeled
correlation trading positions and deter-
mine an appropriate capital require-
ment for the covered positions to
which the model would apply, if the
OCC determines that the model no
longer complies with this subpart or
fails to reflect accurately the risks of
the national bank’s or Federal savings
association’s covered positions.

(4) The national bank or Federal sav-
ings association must periodically, but
no less frequently than annually, re-
view its internal models in light of de-
velopments in financial markets and
modeling technologies, and enhance
those models as appropriate to ensure
that they continue to meet the OCC’s
standards for model approval and em-
ploy risk measurement methodologies
that are most appropriate for the na-
tional bank’s or Federal savings asso-
ciation’s covered positions.

(5) The national bank or Federal sav-
ings association must incorporate its
internal models into its risk manage-
ment process and integrate the inter-
nal models used for calculating its
VaR-based measure into its daily risk
management process.

(6) The level of sophistication of a na-
tional bank’s or Federal savings asso-
ciation’s internal models must be com-
mensurate with the complexity and
amount of its covered positions. A na-
tional bank’s or Federal savings asso-
ciation’s internal models may use any
of the generally accepted approaches,
including but not limited to variance-
covariance models, historical simula-
tions, or Monte Carlo simulations, to
measure market risk.

(7) The national bank’s or Federal
savings association’s internal models
must properly measure all the material
risks in the covered positions to which
they are applied.

(8) The national bank’s or Federal
savings association’s internal models
must conservatively assess the risks
arising from less liquid positions and
positions with limited price trans-
parency under realistic market sce-
narios.

(9) The national bank or Federal sav-
ings association must have a rigorous
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and well-defined process for re-esti-
mating, re-evaluating, and updating its
internal models to ensure continued
applicability and relevance.

(10) If a national bank or Federal sav-
ings association uses internal models
to measure specific risk, the internal
models must also satisfy the require-
ments in paragraph (b)(1) of §3.207.

(d) Control, oversight, and validation
mechanisms. (1) The national bank or
Federal savings association must have
a risk control unit that reports di-
rectly to senior management and is
independent from the business trading
units.

(2) The national bank or Federal sav-
ings association must validate its in-
ternal models initially and on an ongo-
ing basis. The national bank’s or Fed-
eral savings association’s validation
process must be independent of the in-
ternal models’ development, implemen-
tation, and operation, or the validation
process must be subjected to an inde-
pendent review of its adequacy and ef-
fectiveness. Validation must include:

(i) An evaluation of the conceptual
soundness of (including developmental
evidence supporting) the internal mod-
els;

(ii) An ongoing monitoring process
that includes verification of processes
and the comparison of the national
bank’s or Federal savings association’s
model outputs with relevant internal
and external data sources or esti-
mation techniques; and

(iii) An outcomes analysis process
that includes backtesting. For internal
models used to calculate the VaR-based
measure, this process must include a
comparison of the changes in the na-
tional bank’s or Federal savings asso-
ciation’s portfolio value that would
have occurred were end-of-day posi-
tions to remain unchanged (therefore,
excluding fees, commissions, reserves,
net interest income, and intraday trad-
ing) with VaR-based measures during a
sample period not used in model devel-
opment.

(3) The national bank or Federal sav-
ings association must stress test the
market risk of its covered positions at
a frequency appropriate to each port-
folio, and in no case less frequently
than quarterly. The stress tests must
take into account concentration risk
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(including but not limited to con-
centrations in single issuers, indus-
tries, sectors, or markets), illiquidity
under stressed market conditions, and
risks arising from the national bank’s
or Federal savings association’s trad-
ing activities that may not be ade-
quately captured in its internal mod-
els.

(4) The national bank or Federal sav-
ings association must have an internal
audit function independent of business-
line management that at least annu-
ally assesses the effectiveness of the
controls supporting the national
bank’s or Federal savings association’s
market risk measurement systems, in-
cluding the activities of the business
trading units and independent risk con-
trol unit, compliance with policies and
procedures, and calculation of the na-
tional bank’s or Federal savings asso-
ciation’s measures for market risk
under this subpart. At least annually,
the internal audit function must report
its findings to the national bank’s or
Federal savings association’s board of
directors (or a committee thereof).

(e) Internal assessment of capital ade-
quacy. The national bank or Federal
savings association must have a rig-
orous process for assessing its overall
capital adequacy in relation to its mar-
ket risk. The assessment must take
into account risks that may not be
captured fully in the VaR-based meas-

ure, including concentration and Ili-
quidity risk under stressed market
conditions.

(f) Documentation. The national bank
or Federal savings association must
adequately document all material as-
pects of its internal models, manage-
ment and valuation of covered posi-
tions, control, oversight, wvalidation
and review processes and results, and
internal assessment of capital ade-
quacy.

§3.204 Measure for market risk.

(a) General requirement. (1) A national
bank or Federal savings association
must calculate its standardized meas-
ure for market risk by following the
steps described in paragraph (a)(2) of
this section. An advanced approaches

192



		Superintendent of Documents
	2016-07-08T07:33:09-0400
	US GPO, Washington, DC 20401
	Superintendent of Documents
	GPO attests that this document has not been altered since it was disseminated by GPO




